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PREFACE 
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insight contributing to this report. 
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regulator, the regulated, or interested observers, these individuals have given 
their time, effort and thoughts enthusiastically. 
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The list of persons outside 
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American Telephone and Telegraph 
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Consultant 
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National 
National 
National 
National 
National 


Telecommunications 
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Tel ecommunications 
Tel ecommunications 
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and 
and 
and 
and 
and 
and 
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Information 
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Information 
Information 
Information 
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Administration 
Administration 
Administration 
Administration 
Administration 


Nane 


Marty Taschdjian* 


Herb Jasper 
Phil Verveer 
walt Bolter 
Donna Valtrie 
Dave Irwin* 
Riley Temple 
Bernie Wunder 


Barbara McCaffrey 


Jack Herington 
David Bowers 
Dave Cosson 
Wendell Bailey 
Mike Beach* 
Bill Stafford 
Mike Love 

Ed Stubbs 
Sarah Voll 
Eleanor Haskins 
Bob Soika 

Carl Thorsen 
Dick Marshall 
Roger Setliff 


Mike Slomin 
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Jim Keegan 
Ted Wadell 
Fred Kelsey 
Russell Frisby 
Alan Feldman 
Ken Stanley 
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Steve Zecola 
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Steve Duffy 
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OUTSIDE THE FCC (Continued) 
Affiliation 


National Telecommunications and Information Administration 
Ad Hoc Committee for Competitive Telecommun ications 
Pierson, Ball & Dowd 

House Telecommunications Subcommittee 

Office of Technology Assessment, U.S. Congress 

Carruthers, Irwin and Associates 

Senate Telecommunications Subcommittee 

National Telecommunications and Information Administration 
National Telecommunications and Information Administration 
United States Independent Telephone Association 

United States Independent Telephone Association 

National Telephone Cooperative Association 

National Cable Television Association 

MCI Telecommunications Corporation 

Granite State Telephone Company 

New Hampshire Public Utilities Commission 

New Hampshire Public Utilities Commission 

New Hampshire Public Utilities Commission 
Waitsfield/Fayston Telephone Company 

New York State Public Utilities Commission 

New York State Public Utilities Commission 

New York State Public Utilities Commission 

New York State Public Utilities Commission 


INSIDE THE FCC 


Office of the CCB Chief 

Network Analysis Branch, Facilities Division, CCB 
Facilities Division, CCB 

Radio Branch, Facilities Division, CCB 

Tariff Review Branch, Tariff Division, CCB 

Legal Assistant, Commissioner Fogarty’s Office 
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Legal Assistant, Commissioner Dawson’s Office 
Accounting and Audits Division, CCB (USOA Industry 
Task Force) 

Accounting and Audits Division, CCB (USOA Industry 
Task Force) 

Division, CCB 

Enforcement Division, CCB 

Enforcement Division (Computer II Task Force) 
Legal Assistant, Commissioner Rivera’s Office 
Legal Assistant, Chairman Fowler’s Office 


* Initial and follow-up interviews conducted. 
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We also wish to thank Len Sawicki, Randy Earnest, and Larry Povich of 
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colleagues Joe Nay and Sumner Clarren, and the nimble fingers of Mary Sarley. 


While the assistance of these individuals is gratefully acknowledged, 
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SUMMARY 


This report contains the results of an effort sponsored by 
the Experimental Technology Incentives Program (ETIP), working in 
cooperation with the Federal Communications Commission (FCC), to 
gather information and recommendations concerning an agenda for 
FCC monitoring and analysis of the domestic telecommunications 
industry. The work was based on interviews with numerous, varied 
representatives of telecommunications interests outside the FCC 
as well as within at the Common Carrier Bureau and Commissioner 
levels. 


The results portray significant FCC constituents' perspec- 
tives on the major issues now involved in the telecommunications 
debate (see Table II-1 following). Preeminent among these issues 
are: 


. The effects of pro-competitive policies and 
the development of competition in terms of 
service rates and quality, service afforda- 
bility and continuation of "universal" basic 
telephone service; 


. Separations and access charges/arrangements; 
. Criteria and measurement of competitiveness; and 
. Cost allocation and accounting procedures. 


Chapter II discusses specific aspects of each of these four areas 
and interviewees suggestions for relevant measures and analysis 
(see especially Table II-2). Other, less frequently raised issues 
are discussed also. 


Specific recommendations for sources of data and analysis to 
address this agenda of issues were rarely forthcoming from those 
interviewed. In part, this stemmed from an inability of the inter- 
viewees to be specific; in part, from lack of specific probing by 
the authors due to time and resource constraints. However, most of 
those interviewed favored strengthening the factual basis for 
Commission decisions, and broad recommendations were made for 
improving the organization and process of Commission tracking of 
industry status and developments (these are presented in Chapter I). 
In view of considerable uncertainty surrounding various policy option 
many people strongly suggested that the Commission improve its cap- 
abilities to monitor the implementation of its policies and to 
assess their eventual effects in terms of actual experience. 


Chapter 
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I. BACKGROUND AND INTRODUCTION 


This document reports the results of an effort to begin development of 
an industry information and analysis agenda for the Common Carrier Bureau (CCB) 
of the Federal Communications Commission, identify possible procedures for 
addressing such an agenda, and, if possible, identify sources of relevent 
industry information and analysis. The approach relied solely on interviews 
with individuals outside the FCC who are involved in telecommunications policy 
(as employees of telecommunications firms, trade associations, other government 
agencies or as observers), as well as selected FCC staff. A total of 70 indi- 
viduals were interviewed in 55 interviews from March, 1982 through September, 
1982 (5 follow-up interviews were conducted during September). While the 
individuals contacted by no means constitute a random sample of those 
involved in telecommunications policy, they provided the desired broad range 
of perspectives on current policy issues. 

Several broad recommendations emerged for improving Commission procedures 
in such a way that information on the status of telecommunications commerce 
could be better commnuicated to the Commission and within it. These include: 

o The establishment of a periodic Commission notice or paper 
stating overall policy goals and priorities, and how these 
relate to existing, specific docketed proceedings. This notice 
should signal the Commission’s expectations for future action, 
broadly outlining the FCC’s idea of a "roadmap to the future," in 
areas in which it feels it needs factual input. Such a notice 
and the process for developing it could serve as a vehicle for 
improved planning and resource allocation, as well as better 
communication between the Commission and the Common Carrier 
Bureau. The development of such a notice might be undertaken as 
an adjunct to the existing management-by-objectives process, and 
could serve as a vehicle for updating an information and analysis 
agenda for the Common Carrier Bureau. Such a notice should allow 


interested parties outside the FCC to anticipate and under- 
take to respond to Commission needs for factual information 
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and analysis with greater lead time than that typically 
allowed by notices in specific docket proceedings. 


The Commission and Bureau should consider expanding use 

of an interdisciplinary task force approach to implementing 
specific policies and monitoring their effects (along the lines 
of the existing Computer II task force). It was felt the task 
force approach creates a known focal point for information and 
feedback, as well as an efficient mechanism for issue-by-issue 
decision making in a broad policy area. Further, this mechanism 
promises to improve the "institutional memory" of the Commis- 
sion in broad areas (many of the interviewees felt that such 
institutional memory has been lacking at the FCC in recent 
years). An ancillary recommendation was that such task groups 
be provided with specific charters for their work that promote 
Commission action on task group recommendations. 


Several interviewees suggested that further consideration 

be given the possibility of information and data exchange 

between the FCC and the state public utility commissions. 

While opinions on the potential usefulness and feasibility 

of such exchanges varied, there was a perceived need for the 
Commission to improve the flow of information regarding its deci- 
sions to the states and to better track major state regulatory 
changes, at a minimum. It was suggested that the Commission con- 
sider establishment of a CCB contact point(s) for SPUC’s generally, 
or for each of its major docketed proceedings. 


The CCB should review both its Statistics of Common Carrier 
publication and the Economics Division Quarterly Telecommunica- 
tions Survey reports with an eye toward revising these to create 
both a baseline and source of information on trends in the tele- 
communications industry generally and specific market pricing 
and structure. These publications might then become a way for 
the Commission to track industry developments. 


The Commission should consider expansion of both formal and 
informal CCB-industry working groups as a source of additional 
technical and operational expertise. The formal working group 
approach, such as that now operating in the areas of USOA and 
cellular interconnect, were thought by several interviewees 

to be a helpful aid in decision making. Some felt that these 
groups, as in the case of interdisciplinary task groups, 
mentioned above, would be strengthened by charters guaranteeing 
quick Commission action on recommended items. Informal working 
groups, such as the Ad Hoc Committee on Access, were also seen 
as potentially useful sources of information for the Commission, 
although they suffer from lack of formal Commission recognition. 
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In conducting this study, each interview focused on perceived, longer term 
issues for telecommunications regulation and related needs for information and 
analysis about the status and trends in domestic telecommunications. If not 
raised by the interviewee, direct questions were asked concerning potential 
abuses of pro-competitive telecommunication policies, appropriate criteria for 
determining competitiveness in markets for basic telecommunications services, 
as well as the interviewee’s views concerning key factors in the development 
of alternatives to existing local exchange services (that is, bypassing of 
existing local exchange plant). Limited follow-up interviews were conducted 
following a briefing for CCB staff on the results of the initial round of 
interviews. The followup interviews focused on possible sources of data and 
analysis relevant to local access arrangements and charges and determining the 
competitiveness of telecommunications make ten 

For the most part, the interviewees expressed substantial uncertainty and 
concern regarding both the details of policy direction, policy implementation, 
and the eventual effects of changes in ren uideary policy. Frequently, issues 
were discussed in terms of "if-then" scenarios. Further, many interviewees 
expressed difficulty in relating the various Commission policy inquiries (doc- 
kets), both in terms of the logical sequencing of decisions, and in terms of 
synthesizing these inquiries into an understanding of overall Commission policy 
direction (beyond a general impression of Commission encouragement of competi- 
tiveness, and a willingness to rely on competition in lieu of economic regula- 
tion). This uncertainty was compounded by the possibility of developments in 

1. The original work plan called for a full second round of interviews 


to include all of the individuals contacted initially, but was scaled back due 
to limitations in project budget and time. 
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other policy forums (the possibility of a Communications Act rewrite and the 
Department of Justice-AT&T anti-trust case, in particular). In general, four 
classes of issue's emerged: the nature of policy ground rules (e.g., separations 
and access charges and arrangements; the process and outcome of the Bell operat- 
ing companies spin off); policy implementation (e.g., FCC capability to success- 
fully monitor the separate subsidiary requirements imposed on AT&T under the 
Computer II decision); the effects of policy implementation and changing 
industry structure in terms of rates, service quality, and viability of local 
telephone operating companies; and current and prospective FCC resources and 
procedures for industry monitoring and analysis. 

The overall impression from the interviews was that of an underdetermined 
system of equations for telecommunications policy, that is, too many variables 
with too little data. Uncertainty and unwillingness to predict the upshot of 
various policy scenarios was coupled with a lack of recommended sources of 
industry information and analysis which might facilitate prediction in advance 
of policy implementation. Very few ye pcb were able or willing to specify 
sources of industry intelligence which they felt would assist in issue resolu- 
tion, although most of the interviewees supported the notion of improved FCC 
monitoring and analysis capability. As noted, many recommended that the Conm- 
mission could reduce uncertainty and begin to create an empirical basis for its 
decision making by action to: (1) improve organization of its policy agenda 
to allow interested parties more advanced notice with which to aggregate indus- 
try information and perform analysis; and (2) undertaking to monitor the effects 


of its decisions in a systematic fashion following implementation. 


The section which follows summarizes the results of the interviews. 
It discusses the interviewees’ comments and recommendations concerning 
longer term issues in telecommunications regulation, and industry information 
and analysis needs associated with these. Also discussed are potential abuses 
associated with procompetitive policies, as foreseen by the interviewees, and 
their thoughts about alternatives to existing local distribution systems and 


factors likely to encourage or inhibit bypassing. 
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II. RESULTS 


Ae INTRODUCTION 


Table II-1l lists those issues thought by interviewees to be most impor- 
tant in connection with pro-competitive common carrier policy and increased 
telecommunications competition. Two of these address the transitional and 
eventual effects of pro-competitive common carrier policies, and the develop- 
ment of competition on telecommunications services and consumers (effects on 
basic service rates, telcos, industry structure and innovation; and the bypass- 
ing of existing local exchange services using alternative local distribution 
technology). These impact questions and concerns are the glue binding the 
other issues, which largely address specific policy areas, procedures, or 
jurisdictional questions (access arrangements/charges, criteria of competi- 
tiveness, cost-of-service accounting, etc.), as they relate to the interviewees’ 
desired outcomes from policy change and commercial/technological development. 
In many instances, the issues raised, and positions taken, reflect socio- 
political considerations which no amount of industry data collection, study 
and analysis can resolve, but which might be informed by better information. 
These will inevitably be resolved by action or inaction in one or more polit- 
ical arenas (the FCC, the Congress, the courts). Other issues raised, reflect 
factual disputes amenable to solution by providing appropriate information, or 
suggest that areas of uncertainty be dealt with by a strategy of more system- 
atically monitoring the implementation and effects of policy-induced and other 
industry/service charges, with an eye to fine-tuning or revising policy if 


things do not go as expected. 


l. 
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TABLE II-l1: INDUSTRY MONITORING AND ANALYSIS ISSUES RAISED BY INTERVIEWEES 


(IN DESCENDING ORDER OF FREQUENCY) 


Effects of pro-competitive FCC policies and heightened competiveness. 


Access for local distribution. 


Criteria of competitiveness. 


Cost allocation and accounting procedures. 


Other FCC processes and procedures. 


Divestiture of the BOC’s (asset valuation). 


AT&T FSA requirements and enforcement of separation. 


FCC vse state public utility commissions jurisdiction. 


Other Issues: 


oO 


oO 


Deregulation of CPE and inside wiring. 

Telco provision of cable television service; regulatory treatment 
of telecommunication services over cable T.V. plant; viability of 
distinction between cable T.V. and narrowband telecommunications. 
FCC standards and standards setting role. 

Licensing of new services (cellular, DEMS, DBS). 


Split frequency allocation for cellular radio service. 


AT&T action to scale back private line services and move private 
line customers to switched services. 


Satellite transponder sales and long term leasing. 
Policing of frequency allocations. 
Efficient implementation of accelerated depreciation. 


Quality of state public utiliy regulation and information collection. 
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In the sections which follow, these most frequently raised issues are 
discussed. Four areas received substantially more emphasis than others (in 
the following order): the effects of change; the pricing and technical nature 
of access for local distribution; criteria of competitiveness; and cost alloca- 
tion and accounting. Roughly 2/3 to 1/2 of all those interviewed discussed 
one or more of thesee Table II-2 summarizes the questions, concerns and comments 
raised by interviewees in connection with each of these four areas. This table 
also contains suggestions made concerning relevant measurement and analysis. 

The second tier of issues, raised by roughly 1/4 to 1/3 of the cohort, 
covered four areas: FCC capabilities, process and procedures; AT&T divestiture 
of the BOC’s; AT&T separate subsidiary requirements under Computer II and the 
FCC’s monitoring of compliance; and FCC/SPUC jurisdictional boundaries. kemaining 


issues were each raised by one or a few of the interviews. 


Be EFFECTS OF PRO-COMPETITIVE FCC POLICIES 
AND HEIGHTENED COMPETITIVENESS 
The major issues interviewees perceive as confronting the Commission 
relate to its efforts to promote a competitive marketplace in lieu of tradi- 
tional rate and facilities regulation. Some see unqualified benefits from 
these changes. A larger number expressed concern and uncertainty over poten- 
tial problem areas and anticipate a difficult 8-10 year transition period. 
Still others voice skepticism about the overall desirability of pro-competitive 
policies and the development of competition. The latter group believes that 
past and proposed pro-competitive policies conflict with the traditional 
communications regulatory goal of universal service, and that either the 


policies or that goal will have to be abandoned, or both compromised. 
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There was broad agreement that competition is growing for certain 
telecommunication services in some geographic areas. Likewise, there was a 
consensus that the Commission’s pro-competitive policies and further develop- 
ment of competition will tend to drive prices toward costs (the more so if 
cross-subsidies can be detected and prevented). There is a widespread expecta- 
tion that these changes serial eventually end broad rate averaging practices, 
and modify existing internal subsidization practices, with attendant negative 
effects on current subsidy recipients and benefits to subsidy generators. 
Beyond these areas of agreement, opinion diverges concerning the cost=benefit 
desirability of these changes, the magnitude of costs and benefits, and the 
evenness with which benefits and costs will be spread across the population. 

A number of interviewees predict widespread benefits in the form of lower 
toll rates, overall lower costs from improved system usage efficiencies as 
prices move closer to costs, and broad innovation in services and telecommuni- 
cations applications. However, some question the extensiveness with which 
these benefits will be spread among Pelecoumminanign users, suggesting that 
a small segment of large volume business users will benefit disproportionately, 
while increased costs are broadly but unevenly spread across the majority of 
residential and small business consumers, at least initially. Datum were 
cited such as 5 percent of business accounting for 60 percent of all toll 
revenues. Others described examples of telcos upgrading their systems for 
more sophisticated uses by large volume business customers and spreading the 
costs among all users, most of whom are thought to want simple dial tone 
service. They speculated that competition may accentuate distinctions between 
high volume users wanting sophisticated services and ordinary subscribers want- 
ing “plain vanilla’ service, and may increase the problem or potential for the 


‘ordinary’ subscriber underwriting “sophisticated” services. 
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Most of the interviewees raising issues relating to the effects of 
competition expect that closer alignment of prices with cost (in the form of 
reducing or eliminating the separations subsidy rarely disputed as flowing 
from toll to socal pareiee.) coupled with inflation, accelerated depreciation, 
removal of CPE from the rate base and expensing/possible removal of inside 
wiring from the rate base will mean higher overall rates for local service. 

Local rate increases are not uniformly regarded as "bad," but viewed by 
some as inevitable or necessary to maintain dynamic efficiency in the system. 
Local rate increases are of particular concern to interviewees associated 
with rural and small, independent telco interest. They feel that rural areas 
could be especially vulnerable to rate increases from pro=competitive change 
in separations, citing an average allocation upwards of 60 - 70 percent of 
subscriber plant to toll by rural telcos. They feel that substantial reduction 
of settlement revenues will threaten the affordability of basic telephone 
service for rural subscribers, the viability of small independent telcos, and/ 
or service quality degradation or lack of continued progress in upgrading rural 
plant and service. Several interviews suggested an analogy with the effects 
of airline deregulation on pricing structure, i.e., substantial price increases 
On sparse routes, but noted that telephony is a more essential service than 
air travel. One interviewee suggested that loss of separations revenue by 
rural telcos would be compounded by toll rate deaveraging and resulting higher 


rural toll rates. If this occurs, rural aemand for toll service might be 


1. YUnanimity on the direction of a separations subsidy did not exist. 
One interviewee suggested that the subsidy flows from local to toll services; 
another set of interviewees cited studies showing that toll revenues subsidize 
CPE, not local service. While there was otherwise widespread agreement on the 
direction, there was disagreement over the level of the subsidy and its ben- 
eficiaries. Several interviewees suggested that the Commission needs better 
information and analysis of the amount and distribution of this subsidy in 
order to anticipate the consequences of changing it. 
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dampened, which in turn would further reduce revenues received from settlements 
or future access charges, placing further additional pressure on rural local 
rates. This interviewee viewed toll rate deaveraging as just as damaging to 
rural telco viability as an effective separations change from SPF to SLU, pro- 
vided the latter is not translated into corresponding reductions in rural toll 
rates. Other interviewees likewise expressed concern about the effects in 
rural areas of toll rate deaveraging. One noting that the functional calling 
area of rural residents more frequently involves toll service compared to urban 
subscribers, a factor which may obscure the effective rate impacts of pro- 
competitive policies on rural areas. 

The extent, rapidity and focus of anticipated rate increases is widely 
seen as dependent on FCC action on separations Bl aeetion and access charges 
as mechanisms of mitigating prospective rate increase for local service. 
Further, decisions on separations and access charges were cited as determining 
factors in whether there is a continued incentive (in the form of a common 
interstate rate of return) for telcos to remain full partners in the overall 
network and assume the associated risks. They are also viewed as holding the 
potential for generating signals encouraging uneconomical development of 
alternative local distribution services. While the development of access 
charges is widely viewed as the critical area of decision making, some feel 
they will prove unwieldy and their effect erratic because of difficulties in 
accurate determination of the true costs of access and local distribution. 

For example, there is a question of whether embedded equipment can handle the 
parameters of eventual access change policy. Some of this equipment is 
incapable of measuring connect time minutes in intrastate toll. 

1. These costing difficulties involve not only factual information, but 


questions about appropriate costing methodology and the levels to which costs 
should be disaggregated for regulatory purposes. 
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Capital investment must be made to upgrade this equipment’s metering capabili- 
ties. Where will this capital come from, inter-exchange carrier or local 
exchange rates? 

Another mechanism mentioned for managing local rate increases was measured 
use pricing of local service. Some interviewees felt measured use was more 
appropriate to urban than rural areas because of the greater proportion of 
traffic sensitive plant in urban areas. Others expressed concerns about 
consumer resistance to mandatory local measured use rates, but feel telcos 
will press the state public utility commissions (SPUC’s) for it. One set of 
rural interest interviewees were concerned with the basis for measured use 
pricing, stating that flat per minute rates are acceptable, but per minute 
rates that vary by station density are objectionable. 

Also mentioned as a way for small telcos to cope with shrinkage in 
settlement revenues was diversification into additional services as circum 
stances permit, especially cable television service, toll resale, or even con- 
sumer electronics. However, it was felt that higher local telephone rates may 
inhibit the development of information services in sparse areas, limiting that 
avenue of diversification by rural telcos. Further, in the cable area, FCC 
cross-ownership restrictions were mentioned by some as a substantial and 
unreasonable regulatory impediment. Also, any restrictions on the Bell operat- 
ing companies contained in the modified final judgment in the DOJ-AT&T antitrust 
case will prohibit diversification by the BbOC’s. Large independents, however, 
may diversify into integrated voice/data and basic/enhanced services in a 


relatively unconstrained regulatory environment. 
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C. ACCESS FOR LOCAL DISTRIBUTION 


The development of access charges and arrangements, in conjunction 
with changes in the separation allocation of non-traffic sensitive costs be- 
tween local and toll services, is widely seen as the key decision area facing 
telecommunications policy makers. It is anticipated that these decisions will 
fundamentally define the nature of relationships among telephone companies, 
the OCC’s and other telecommunication and information services vendors. Further, 
these decisions will define how costs are determined throughout the telecommuni- 
cations network. 

Access arrangements are a catchall for many of the other issues raised by 
the interviewees, including: 

o The selection of cost allocation principles and development of 
allocation methods in such a way that access costs are broken out 
by elements such as basic dial tone, billing services, metering 
of connect time, etc. While the task of cost allocation may be 
made easier because of the unbundling of toll from local costs 
associated with BOC divestiture, the Commission will still have 
to choose cost allocation principals to be applied in developing 
access tariffs (e.g., fully distributed, incremental, other). 
Often expressed or implied was an abandonment of the Interim Cost 
Allocation Manual approach due to its reliance on separations and 
settlements information, viewed as not being cost-based in any 
sort of reliable, valid way. 


o Development of a USOA reflecting "rational" cost allocation. 


o Access jurisdiction between the FCC and the state public 
utility commissions. 


o The development of alternative local distribution systems and 
bypassing of existing local exchange plant. 


o Access charge effects on rates for both local exchange and toll 
services. 


In addition, many raised the types of administrative questions contained 
in the FCC’s most recent access charge notice, eeg.-, level of access charge 


aggregation, mechanisms for administering an access charge pool, etc. 
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The proposed modified final judgment in the AT&T anti-trust case focuses 
the need for development of definitions and standards for "cost-based, equal 
access" in terms of costing and pricing, and is viewed as obligating local 
operating company provision of different types of access interconnection, but 
without specificity. Opinions diverged concerning the proper jurisdictional 
responsibility for developing access definitions and standards. In the view 
of some, the FCC should handle all access questions. State regulatory author- 
ity to establish access rates and arrangements, it is feared, will both dis- 
courage fair access rates (state authorities would tend to continue local 
exchange subsidies at too high a level, encouraging the development of eee 
tives bypassing existing plant), and state handling authority might lead to 
substantial accounting costs associated with interexchange carrier requirements 
to pay different access costs for different access services in fifty different 
jurisdictions. In the view of others, the FCC should establish broad access 
principals within the framework of which the state authorities would establish 
specific rates and arrangements. The Cached approach would both relieve the 
FCC of the substantial burden of reviewing numerous access charge tariffs, 
while allowing the states to accommodate access charges to the particular 
needs and goals of each state. Many feel that the state public utility commis- 
sions, if they have jurisdiction over the specifics of access tariffs, will 
be in need of assistance and guidance from the FCC in pricing local access; 
most are viewed as lacking the necessary expertise to evaluate and act on 
proposed access tariffs. 

Beyond jurisdictional questions, many of the interviewees raised questions 


concerning the more effective role of the Commission in the area of local access. 
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Two options were suggested: a command and control approach by the FCC; and 
reliance on negotiation among the carriers, with the FCC acting either as a 
sergeant-at-arms or as a factual arbitor focusing debate among the carriers. 
The command and control approach was thought more appropriate to establishing 
access charges. Carrier negotiation was more often suggested in connection 
with establishment of technical aspects of access interconnection and ranges 
of different types of access. However, skeptics noted the most recent ENFIA, 
Datel, and Western Union-International Record Carrier Telex interconnection 
negotiations as evidence that a negotiation approach may not be workable. 

Regarding the establishment of access charges for local distribution, 
it was suggested that data and information needs on associated plant costs 
should focus on primary allocation records and other information relating to 
network planning and development. Some recommended that the FCC con- 
sider expanding the work of the Bureau’s Network Analysis Branch to include 
analyses relating to local exchange service and plant. However, others noted 
that while access charges seem to lend themselves to systematic data collection 
and anlysis, in practice many telephone companies either do not know their 
real cost of local service production or are unwilling to reveal it because 
use of average settlement schedules is more rewarding than settlements based 
on individual cost studies. It was noted that NTIA has attempted extensive 
work on local rates and access costs, but has found it difficult to collect 
the necessary data from individual telephone companies. 

Interviewees also raised questions concerning carrier rights to technically 


or operationally different access arrangements at various network boundaries 
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(especially at the boundary between local and toll plant, but also at the 
boundaries between different carriers and services, both basic and enhanced). 
These questions have two primary aspects: 

o The number of types of access which local operating companies 


will be required to provide, and who and how this will be 
decided. 


o Definition of the obligations of both local operating companies 
and basic interexchange carriers to provide customized 
computer interfaces for enhanced information services. One 
interviewee suggested that user rights to specialized interconnec- 
tion for basic and enhanced services eventually may become a 
common carrier obligation. 


In establishing the scope of obligation for acesss interconnec- 
tion, it was suggested that the situation may be analogous to the 
experience of the Postal Service in providing access to its 
Electronic Computer Originated Mail service, and that the FCC 
might learn from that experience. It also was suggested that 

the industry-FCC working group on cellular interconnection may 


be a model for resolution of access interconnection options and 
their range. 


Several of the inteviewees stated that both access charges and intercon- 
nection arrangements will become an increasingly complex area due to growth in 
the number of carriers, services, and technologies . Access questions are 
unlikely to prove amenable to "one-shot" resolution. For this reason, several 
people suggested that the Commission consider establishing an access task force 
similar to the Computer II task force. This group should immediately begin to 
develop an access policy agenda, define information needs, and possibly monitor 
the implementation and effects of access policy decisions. In this way, it was 
thought that the Commission might avoid the types of problems experienced in 


the most recent extension of the ENFIA agreement. 
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De CRITERIA OF COMPETITIVENESS 


Three viewpoints emerged in regard to criteria of competitiveness and 


their use as a possible basis for deregulation: 


Oo 


Suggestions for specific criteria to be used in assessing 
competition and the appropriateness of deregulation; 


Suggestions that the FCC adopt no formal competitive criteria 
and standard for deregulation, but adopt competition as a goal, 
establish regulatory preconditions for achieving that goal 

and establish safety valves to cope with abuses or dislocations 
during transition to a competitive marketplace; and 


Adopt neither critera for nor a goal of competition, since basic 
telephone service should not be deregulated. 


SUGGESTED CRITERIA 


Few of those interviewed suggested market share as the sole, adequate 


criterion of competitive market structure, although it may be indicative of 


actual competition. Several interviewees stated that the use of market share 


as a criterion of competition is tautological: if a truly competitive market 


determines market share properly, then market share cannot be a logical 


criterion to assess true competition in a marketplace. Among those suggest- 


ing that market share is indicative of competitiveness, there was substantial 


divergence of opinion about where the threshold of effective competition lies 


(some suggested that a market is competitive when no single firm has market 


share exceeding 80%, others suggested that the threshold be in the range of 5024). 


Other criteria of competition suggested in lieu of or supplemental to 


market share included: 


The presence or absence of barriers to entry and their magnitude 
(including the level of entry cost as a possible indicator 
of the extent of potential competition) ; 
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o The presence and number of competing or substitutable services, 
and various measures of the viability of the firms offering them; 


o Equality of marginal costs among competing services; 
o Demand elasticities for services; 
o The amount of sharing and resale of a service. 

Beyond the question of appropriate criteria for assessing marketplace 
competition, questions also were raised concerning appropriate definition of 
markets for purposes of deregulation. Several interviewees expressed the 
opinion that, to date, the Commission has lacked both the necessary data and 
an effective process for identifying service markets within which there a 
actual or potential competition. Others raised the question of the appropriate 
geographical scope of competition and possible deregulation, that is, whether 
it should be undertaken on a nationwide, regional, or route—by-route basis. 
Existing competition and its continued development is expected to vary by 
routes. Currently, in the opinion of some, the top 20 markets in the United 
States are workably competitive in terms of toll telephone service and could 
safely be deregulated; the top 100 markets may become workably competitive 
within the next 8 to 10 years. However, deregulation on a less than nationwide 
basis raises problems of potential cross-subsidization by firms having both 
regulated monopoly routes, as well as deregulated competitive routes. Another 
question raised was how to handle the backhauling of traffic between deregulated 
areas, and regulated areas if deregulation were undertaken on a regional or 


route basis. 
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2 COMPETITION AS A GOAL, NOT A MEASURE 

Several of the interviewees rejected the idea of formal Commission adoption 
of criteria of competition, and their application in deciding where to lessen 
regulation or deregulate altogether. Instead, they suggested that the Commission 
establish competition as a goal, create the necessary regulatory preconditions 
for competition within some stated time frame, establish safety checks for 
abuses of competition, and deregulate. 

These individuals maintain that competition will develop differentially, 
both in terms of routes and service markets, and that this development will 
be too dynamic for the use of strict competitive criteria and too intricate 
for valid FCC measurement. Such criteria necessarily will be static in nature, 
and thereby an ineffective basis for deregulation. Furthermore, definitions 
of service categories for purposes of deregulation can easily be inadequate 
because such typologies, taken alone, ignore the existence and potential for 
geographic or operational pockets of monopoly (or near monopoly) control, the 
revenues from which can be used for anticompetitive purposes. The FCC, it is 
thought, will never be able to monitor at the operational level in order to 
identify and prevent cross-subsidies, if it chooses to deregulate on a piece- 
meal basis. 

An alternative to adoption of strict criteria and service typologies as 
a basis for deregulation is to establish regulatory preconditions for the 
development of competition, especially the removal of all regulatory barriers 
to new firm entry (including state regulatory prohibitions) and allowing the 
unlimited resale of all basic telecommunications services (that is, the 


encouragement of "cream skimming") and deregulate immediately or soon. The 
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adoption of such regulatory preconditions, it is thought, would be a dynamic 
approach allowing the marketplace to reach its own level of competition 
reflecting the underlying economics and technology. Coupled with “these pre- 
conditions should be safety valves established as a check against anticompeti- 
tive behavior on the part of dominant firms during transition to effectively 
competitive marketplaces. One recommended safety valve is FCC monitoring of 
dominant carriers through collection of antitrust-type information to identify 
abuses of competition (it was suggested that such monitoring is likely to iy 
difficult in a mixed environment of partial regulation, partial deregulation). 
A second suggested safety valve is the maintenance of complaint sieeeaued as 
a source of information about anticompetitive ieHaviey in both deregulated 
markets and potentially competitive markets (these complaint procedures should 
operate with procedures less rigorous than formal antitrust law, but sufficiently 


rigorous to discourage frivolous complaints). 


36 DEREGULATION OF BASIC SERVICES IS UNWISE 

Still others among those interviewed took the position that ordinary tel- 
ephone service should never be completely deregulated under any circumstances. 
These individuals stated that basic services are a critical national resource 
requiring a regulatory forum for settlement of disputes among carriers concern- 
ing the organization and operations of the network. Others felt that AT&T is 
simply too powerful and pervasive an organization to be deregulated in the 
foreseeable future, citing hidden AT&T leverage over its larger customers (e.2., 
the size and use by AT&T of its purchasing power). Also mentioned as an argu- 


ment against deregulation was the prospect of outright service abandonment or 
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substantial degradation of service quality, as well as the expectation that 
deregulation would lead to toll rate deaveraging contrary to established social 
goals. Some stated the the Commission seems not to have thought out the con- 
sequences of deregulation very well, and in particular has given little thought 
to what it will do if deregulation does not work (they question how the FCC 
will monitor whether deregulation is working or not; and whether it will be 
able to reimpose regulation, if it becomes apparent that deregulation is not 


leading to the expected outcomes). 


Ee COST ALLOCATION AND ACCOUNTING PROCEDURES 


One interviewee stated that the FCC faces the difficult task of aligning 
three mosaics in cost allocation and development of a new USOA: jurisdictional 
separations, equipment, and services. The Interim Cost Allocation Manual (ICAM) 
was widely regarded as inadequate for resolving separations issues, establishing 
cost—based access charges, or as a monitoring tool for identifying and prevent- 
ing cross-subsidies. It was noted often that the ICAM rests on the existing 
separations and settlements process, and therefore generates data that bears 
no rational relationship to cost-causation and is unauditable. The ICAM allows 
AT&T substantial discretion in allocating huge common costs among services. 
Divestiture of the BOC’s will help clarify the allocation of much of this common 
plant cost between exchange and interexchange services. Beyond this, however, 
many of the interviewees stated that there was a need for the FCC to select 


reasonable costing principals, and to undertake cost studies in order to develop 
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a functionally based uniform system of accounts. It was suggested that cost 
allocation methods and the revised USOA should either: 
o Be’ capable of breaking out cost associated with large pieces of 
the network, grouped by types of plant and their primary service 
applications more specifically defined than in the current ICAM; or 
o Reflect the customer calling profiles used by carriers to develop 


the system and its capabilities as the indicator of proper cost 
allocation.! 


Fe OTHER ISSUES 


le FCC CAPABILITIES , PROCEDURES, AND INDUSTRY MONITORING 

FCC capabilities, procedures, and industry monitoring were frequently 
raised as an issue, with viewpoints more or less consistently unflattering but 
not malicious. Many interviewees expressed skepticism that the Commission has 
the necessary resources in terms of expertise, budget or information to effec- 
tively manage a transition to a viably competitive marketplace while, simul- 
taneously minimizing dislocations or abuses in a mixed environment of regula- 
tion and deregulation. Comments tended to fall into the following areas: 

a) industry monitoring and expertise; b) policy fragmentation; c) the flow of 
information within the Commission; and d) FCC/State Public Utility Commission 
relations. 

1. In this regard, one interviewee contended that usage levels do effect 
nontraffic sensitive cost (NTS) in important ways that should be reflected in 
the allocation of NTIS. For example, ENFIA lines may have different usage 
profiles than those experienced on the average local business line, leading to 
different NIS costs associated with line makeup and switching that justify 
higher rates for an ENFIA line compared to an ordinary local business line. 
Others were of the persuasion that there are no functional distinctions 


between ENFIA and ordinary business lines in terms of fixed plant, and therefore 
no basis for pricing differentials. 
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ae INDUSTRY MONITORING AND EXPERTISE 

Interviewees, especially those outside the FCC, exhibited the widespread 
opinion that the' Commission needs to improve the factual basis for its deci- 
sions and should attempt to monitor industry developments and competitiveness 
more thoroughly. Several interviewees expressed skepticism that the FCC will 
be able to improve its factual grasp of the industry or the level of expertise 
of its staff, and therefore will continue to experience problems in implement- 
ing pro-competitive policies and be unable to deal with the practical problems 
of policy change. These individuals tend to see the Commission as operating 
in a "crisis" or "firefighting" mode, while ignoring planning and follow up 
action on its decisions (the most recent ENFIA extention and the revised USOA 
were often cited as examples of this shortcoming). These problems, it was 
stated, have been compounded by a seeming lack of institutional memory at the 
Commission, and are likely to be further compounded by increasing regulatory 
and technical complexity coupled with budget reductions. Some commented that 
both the interdisciplinary task force eaneoaclt now being taken in Computer II 
and the use of industry advisory groups, as in the USOA proceeding, hold 
promise as mechanisms to improve the policy implementation and factual under- 
standing about the industry and its trends. 

Skepticism that the reality of FCC regulation bears pale resemblance to 
textbook cost-based utility regulation led some to question the realistic 
regulatory reach of the FCC and what its role should become as regulation is 
phased out. One recommendation noted above, was a regulatory strategy of 


removing entry barriers, authorizing and enforcing unlimited resale of all 
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basic services, and deregulating as fast and as far as possible, while maintain- 
ing complaint procedures and (possibly) undertaking efforts at antitrust-—type 
analysis and aogier? Another recommendation was the development of a 
straightforward, useful information basis for Commission decisions. Such an 
information base should stress structural information (both baseline and trends) 
regarding the organization of telecommunications industry and individual markets. 
It also should also involve the development and use of performance data, espe- 
cially price performance information, and benchmarks for performance Behe seis 
as one mechanism for detecting possible cross-subsidy. A third element could 

be specialized cost of production studies, on a limited basis where needed 

(for example, in the area of access charges). Currently, it was thought, the 
Common Carrier Bureau does not generate the type of structural and performance 
information appropriate to the non-technical nature of most of the Commissioners. 
The Statistics of Common Carriers was viewed as being of little value in this 
regard; it should be changed or supplemented to describe market structure and 
performance baselines and trends, in eee to create a factural context for the 
debate over regulation versus reliance on marketplace competition. Several 
interviewees contend that this type of minimal economic monitoring is very 
important to successful transition to a fully competitive marketplace, given 

the current hybrid environment of partial regulation-partial deregulation and 


impending divestiture of the BOC’s. The Quarterly Telecommunications Survey 


l. Several interviewees, including some within the FCC, suggested the 
premier function of the Commission will remain monitoring of AT&T activity, 
in particular, transactions between AT&T and its fully separate affiliate. 
AT&T line of business reports filed with the Federal Trade Commission were 
suggested as one potentially useful source of information for such monitoring. 
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reports compiled by the Economics Division were seen by some Commission inter- 
viewees as a helpful economic overview. Some suggested these could be simpli- 
fied for consumption at the Commission level, or are limited by not being issue 


specific. 


b. POLICY FRAGMENTATION 

A frequent observation among those interviewed was that the policy of the 
Commission appears unclear and fragmented over many proceedings that overlap 
and interlate. the impression is that the Commission lacks both direction 
and priorities, leading to loss of credibility and the undermining of Commis- 
sion authority. Furthermore, some remarked that proceedings lie dormant for 
significant periods of time, but are quickly brought to a "boil" by the Commis- 
sions In these cases, interested parties have very limited time within which 
to collect, digest, and submit factual information relevant to the issues at 
question. 

It was suggested that improved Commission planning and sequencing of its 
own agenda, and notice thereof, could provide those outside the FCC with a 
better understanding of the relationships among various dockets, as well as 
greater lead time in preparing relevant Fn ase The Office of Plans and 
Policy working paper series was thought a step toward improving policy direc- 
tion on the part of the Commission, although lacking firm factual basis. The 
need for improvement of FCC policy direction, in the view of some, has been 


heightened by the phase out of NTIA telecommunications policy analysis. 


Ce INFORMATION FLOW WITHIN THE COMMISSION 
Several of those interviewed inside the FCC pointed to problems of 


substance and timing of the flow of information between the CCB and the 
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Commission level. While the situation is felt to have improved in recent 
years, staff at the Commission level complained that the CCB provides 
insufficient background information and inadequate time for research and 
discussion at the Commission level in connection with proposed agenda items. 
Within the CCB, some interviewees stated that the Commission provides the 
Bureau with less than adequate direction concerning desired or acceptable 
policy changes. 

One interviewee recommended that a staff member at both the Bureau and ~ 
Commission levels be appointed to coordinate information needs and exchanges 
as a way of improving information flow within the Commission. Others at the 
Commission level recommended more frequent advanced briefings on upcoming 
issues of importance prior to dissemination of a draft item developed by 
the Bureau, as was done in the case of CCB’s background briefing on the 


extension of ENFIA. 


de FCC/SPUC RELATIONS 

Several of those interviewed commented that there seemed to be little 
dialogue between the FCC and the state public utility commissions (SPUC’s). 
Those at the state level expressed difficulty in tracking FCC decisions, much 
less notices of inquiry or proposed rulemaking requesting comments. Some 
viewed this as contributing to a propensity of the Commission to only hear the 
voices of its large, toll carrier "constituents," but not becoming cognizant 
of the positions of local operating companies. More frequent regional hearings, 
such as those held as part of the separations Joint Board proceeding, were 


suggested as one useful mechanism in redressing this preceived bias. Others 
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suggested that the flow of information between the Commission and the SPUC’s 
would be improved by designation and notice of a contact point for SPUC’s 
within the Bureau or for each major Commission proceeding. 

In the view of some, the SPUC’s might be a source of useful factual 
information for the Commission, if it can specify its information needs. 
Exchange of accounting information between the FCC and states with similar 
systems of accounts was mentioned as a promising area, a8 was FCC collection 
of results of detailed audits of local operating companies performed by larger 
SPUC’s. While there also were doubts concerning advantages beyond a limited 
extent from such information exchange, it does not appear that the aetentiat 


benefits or costs have been seriously explored. 


Ze POTENTIAL ABUSES OF PRO-COMPETITIVE POLICIES 

Most of those commenting on potential abuse of pro-competitive FCC policies 
focused their concern on the potential for various types of anti-competitive 
behavior by AT&T. In the view of many, ATET should be the primary focus of 
attention because it is the only firm with true potential for seriously 
damaging budding competition in telecommunications. In particular, several 
interviewees noted the potential for cross-subsidy between basic, regulated AT&T 
services and unregulated AT&T enhanced services and CPE. Several interviewees 
were skeptical about the Commissions ability to "police" the boundary between 


AT&T and its fully separate affiliate, noting likely difficulty in monitoring 
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such things as technical information exchange between the two and the alloca- 
tion of costs for shared administrative services. In their view, FCC monitor- 
ing of American Bell Incorporated is likely to be an inadequate check on anti- 
competitive activities, because ABI is essentially little more than a marketing 
arm of the AT&T parent. Others questioned the treatment of AT&T’s proposed 
BPSS as a basic service offering, wondering how the Commission will prevent 
cross-subsidy from MIS/WATS and private line revenues to BPSS. 

Another concern expressed was the treatment under the Computer II 
decision of integrated, digital information/voice services and terminals 
should these be offered by American Bell. Such services could strain ae 
the basic-enhanced distinction drawn by Computer II. They might also raise 
the issue of carriers having equal access to local distribution facilites, 
but umequal access to a particular use of the local loop since forseeable 
technology suggests that only one or two data channels can be accommodated 
simultaneously with voice over existing local plant. 

Other areas of potential abuse of tha lt tie policies raised by 
the interviewees included: 


o AT&T abuse of local access arrangements and charges 
prior to divestiture of the BOC’s. 


0 The potential for divested BOC cross-subsidy between intra-LATA 
regulated services and deregulated CPE (and enhanced services, 
if eventually allowed). Since the FCC currently has jurisdic- 
tion over neither basic local exchange services nor enhanced 
services, it is not in a position to monitor or prevent such 
cross—subsidy. 


0 The potential for cross-subsidies between basic services 
and enhanced services/CPE offered by GTE in its local 
operating territories, in light of less stringent separations 
requirements placed upon GTE by the Commission. 


o The abuse of the FCC’s own regulatory processes by firms seeking 
to delay competitive entry or impede competitive expansion. 
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As noted previously, the Interim Cost Allocation Manual is viewed widely 
as an inadequate tool for detection and prevention of anti-competitive abuses. 
Several interviewees recommended that the FCC develop a more disaggregated 
cost information base in order to identify pockets of monopoly or near monopoly 
power capable of generating cross-subsidies to operations that are actively or 
potentially competitive. In the view of some, the Commission continues to 
focus attention on the potential for cross-subsidy between MTS/WATS, on the 
one hand, and private line services, on the other, which in their view is an 


outdated perspective on anti-competitive potential. 


36 ALTERNATIVES TO EXISTING LOCAL 
EXCHANCE SERVICE 


Many of those interviewed raised questions concerning the prospects for 
development of alternative services bypassing existing local exchange switched 
service. While bypassing of existing local exchange plant is not a new 
phenomenon (AT&T has engaged in it for some time utilizing private lines), the 
technical options for alternative local distribution systems have expanded to 
include digital termination systems, cellular radio, interactive cable tele- 
vision and others. In the view of some, these alternatives will become 
economically viable for certain telecommunications applications within the 
next few years. 

The effects of viable bypassing of existing exchange services, especially 
in terms of drawing off large volume telecommunications customers, is seen by 
some as a distinct threat to the revenue base of existing public switched 
exchange service which will lead to increases in local rates (particularly if 


AT&T bypasses the local exchange for integrated enhanced/basic services). 
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Others feel that the development of alternative distribution technologies will 
stimulate a competitive response on the part of local operating companies 
analagous to the experience with conditioned data channels. That is, local 
operating companies will be spurred by competition or potential competition 
to speed up development of switched digital capability in the local loop, 
substantially increasing throughput over conventional plant and leading to 
retention of market share vis-a-vis alternative technologies (particularly 
digital termination systems). 

Most interviewees foresee three primary factors affecting the development 
of alternatives to existing local exchange services: 


o The level and structure of access charges for local 
distribution will be a primary determinant. The higher 
access charges are set and the more economic "distortion" 
in these charges through averaging them to subsidize local 
service rates in high cost (sparse) exchanges, the lower 
the threshold of economic viability for prospective 
alternative services (especially in the case of high 
volume customers located in low cost exchanges). 


Access charges are a key ingredient in both local rates 

and the bypassing of existing exchange services. Interviewees 
clearly perceive a tradeoff between access charges supporting 
local rates and the encouragement of bypassing in low cost 
exchanges. If access charges are averaged at a level of aggre— 
gation that stimulates substantial bypassing, many anticipate 
significant pressure to deaverage access charges, possibly down 
to the individual exchange level, to reflect the underlying “time 
costs" of local exchange service provision. 


o A second primary determinant will be consumer demand for 
integrated enhanced/basic services requiring broadband local 
distribution facilities. In the view of some, demand currently 
exists at a significant level. In the view of others, however, 
telecommunications remains overwhelmingly dominated and is likely 
to remain dominated for quite some time by demand for ordinary 
voice service. They view demand for information services as 
languishing and not developing as rapidly as predicted; until 
demand for a superstructure of information services yrows sub- 
stantially, demand for an infrastructure of broadband local 
distribution facilities will be modest. 
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o Athird, less frequently mentioned factor is SPUC regulatory 
treatment of alternatives to traditional local telephone 
services. The SPUC’s may attempt to inhibit the development 
of alternatives and/or protect the rate base for traditional 
exchange services through the imposition of spectrum fees on 
alternative services, outright prohibition of alternatives, or 
other means. In the view of some, such regulatory inhibitions 
would transform existing local exchange plant and services 
into an "unnatural monopoly". 

In light of substantial uncertainty regarding access charge effects, the 
technical and economic viability of alternative local distribution technolo- 
gies, and SPUC regulatory action vis-a-vis prospective alternative systems, 
many interviewees recommended that implementation of access charge policy be 
closely monitored to track its dynamic effects. They view an assessment of 
these effects as necessary to signal the need for reevaluation or change of 
access policies in light of actual experience with local rate changes and 
bypassing of existing exchange services. As noted, several suggested that 
access policy is unlikely to prove amenable to "one shot" resolution, and may 


call for the type of follow up task force approach now being pursued by the 


Commission in the Computer II area. 
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